Dynamic panel estimates show the negative relation between trade openness and inflation found by Romer (1993) but questioned by Terra (1998) became more robust in the 1990s, both among high income OECD and developing countries. Also during the 1990s, openness was associated with less variable inflation and had a stronger disinflation effect in economies with floating exchange rates.
The Openness-Inflation Puzzle Revisited Romer (1993) finds closed economies tend to have higher inflation. Central banks in economies more open to trade, Romer argues, find currency fluctuations caused by money surprises more painful and therefore exercise more restraint than their closed economy counterparts. While some question Romer's dynamic inconsistency story, 1 the openness-inflation correlation itself has generated considerable interest. Temple (2002) calls it one of the modern "puzzles" of international macroeconomics. But Terra (1998) challenges Romer's empirical findings, arguing that the openness inflation correlation is confined to severely indebted countries and, even then, is only evident during the 1980's debt crisis period. Romer (1993) himself finds no significant inflationopenness relationship among OECD economies. 2 This note revisits Romer and Terra's findings in a more general dynamic panel setting using data from the 1990s. Our results suggest the negative openness-inflation correlation strengthened in the 1990s across all country groups. And contrary to Terra's (1998) hypothesis, except during 1980s, the inflation-openness relationship is more significant among less indebted countries. More open economies also tend to have less variable inflation, albeit only in the 1990s. Arellano-Bover GMM panel system estimates using five-year averages suggest causality runs from openness to lower inflation, as Romer (1993) argued. The disinflation effect of openness appears to be stronger in countries with floating exchange rates. These results support the view that trade openness reduces inflation generally, and that it did, in particular, during the worldwide disinflation of the 1990s.
1 Among the skeptics is David Romer himself, see his Advanced Macroeconomics 2 nd edition, page 492. 2 Lane (1997) , however, finds that after controlling for country size, inflation is negatively correlated with openness among OECD countries. Similar results are reported in Table 3 4 The four upper right entries in Table 1 tell the story. Consistent with Terra (1997) , there is a strong inflation-openness correlation among severely indebted countries in the 1980s. But outside the debt crisis period, the pattern reverses. Excluding the 1980s, the coefficient for the severely indebted countries is larger: -.30 compared to -.10 for less indebted countries, but is no longer statistically significant even at the 10% level. The not-severelyindebted countries coefficient for the same period is, on the other hand, highly significant. .3 splits the import share variable into three country groups defined by levels of external indebtedness. The coefficient for severely indebted countries is higher than that for the less indebted countries, but differences among the coefficients are significant at the 10% confidence level.
The inflation-openness correlation appears to strengthen in the 1990s. The time-varying coefficients reported in Table 3 To summarize, the inflation-trade openness correlation appears to have strengthened during the 1990s and is more robust than earlier research suggested-extending even to OECD countries.
Yet why we observe this relationship remains something of puzzle. David Romer (2000, p. 492) seems less convinced this correlation emanates from the "inconsistency of optimal [central bank]
plans." Other explanations are being explored. Bowdler (2003) finds openness makes the shortterm Phillips curve steeper in OECD countries. Temple (2002) argues that it generally does not. (2001) argue openness raises the interest rate elasticity of money demand, reducing the optimal inflation tax. Another possible explanation is disinflation contagion: with U.S.
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and OECD inflation falling during the 1990s, the disciplining effect of import competition may
have enabled more open economies to lower inflation faster. Whatever its cause, that greater openness to trade is associated with lower inflation should provide some comfort to those who fear globalization and flexible exchange rates increase macroeconomic instability. 1/ To cope with deflation episodes, inflation is measured as the natural log of one plus the average annual change in the GDP deflator. 2/ Classification of less, severely and moderately indebted countries follows Terra (1998) . Equation 2.3 includes a moderately indebted group coefficient of -.20 (.07) but the difference is less significant statistically than that between less and severely indebted countries 3/ Classification of countries into fixed, floating and semi-fixed regimes uses LaFluer's (2002) 8-level classification to classify countries into three groups: fixed, flexible and semi-fixed. For equation 2.4 the openness coefficient for the semi-fixed group was -.28 (.08).
As La Fluer's regime index is only available 1975-2000, our sample is reduced to five 5-year intervals. 4/ The Wald test null hypothesis is equal coefficients for the two import share variables reported above. The difference and standard error are reported here. The significance levels for the equation 2.3 and 2.4 tests are 36% and 5.1% respectively 5/ This Arrellano and Bover (1995) system-GMM estimator regresses levels and changes in inflation/import shares on lags of the same variables, using lagged levels as instruments for changes and vice versa. The Sargan tests validates this instrument set, but this was not the case before we took the log of the import share and added time period dummies. The 71-75 and 96-00 time dummies were significant with coefficients of -.037 (.017) and -.05 (.02) respectively. 6/ The coefficient of variation is standard deviation over the mean inflation for each five-year interval. The sample period for this equation 1986-2000 -prior to 1986 this relationship disappears, due in large part to the extreme variations Latin American inflation. 7/ The openness variable in this equation is the Penn World Tables v. 6.1 "openness" variable: imports plus exports over $PPP GDP. 
